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Step 2. The result of Step 2 is $1,000,000
($1,000,000 — 0).

Step 3. The amount allocated to the trans-
ferred common stock is $250,000 (250/1,000 x
$1,000,000). That amount is further allocated
in proportion to the respective holdings of A
and B in the common stock ($166,667 and
$83,333, respectively).

Step 4. There is no Step 4 adjustment be-
cause the section 2701 value of the consider-
ation received by A was zero and no minority
discount would have been involved in the ex-
change. Thus, the amount of the gift is
$83,333. If the section 2701 value of the appli-
cable retained interested were $100,000, the
Step 4 adjustment would have been a $33,333
reduction for consideration received ((250/
750)%$100,000).

Example 5. The facts are the same as in Ex-
ample 4, except that on January 6, 1992, when
the fair market value of Y is still $1,000,000,
A transfers A’s remaining 500 shares of com-
mon stock to Y in exchange for 2500 shares of
preferred stock. The second transfer is also
for full and adequate consideration in money
or money’s worth. The result of Step 2 is the
same—$1,000,000.

Step 3. The amount allocated to the trans-
ferred common stock is $666,667 (500/750 x
$1,000,000). Since A holds no common stock
immediately after the transfer, A is treated
as transferring the entire interest to the
other shareholder (B). Thus, $666,667 is fully
allocated to the shares held by B.

Step 4. There is no Step 4 adjustment be-
cause the section 2701 value of the consider-
ation received by A was zero and no minority
discount would have been involved in the ex-
change. Thus, the amount of the gift is
$666,667.

[T.D. 8395, 57 FR 4259, Feb. 4, 1992; T.D. 8395,
57 FR 11264, Apr. 2, 1992]

§25.2701-4 Accumulated qualified pay-
ments.

(a) In general. If a taxable event oc-
curs with respect to any applicable re-
tained interest conferring a distribu-
tion right that was previously valued
as a qualified payment right (a ‘‘quali-
fied payment interest’’), the taxable es-
tate or taxable gifts of the individual
holding the interest are increased by
the amount determined under para-
graph (c) of this section.

(b) Taxable event—(1) In general. Ex-
cept as otherwise provided in this sec-
tion, taxable event means the transfer
of a qualified payment interest, either
during life or at death, by the indi-
vidual in whose hands the interest was
originally valued under section 2701
(the ‘“‘interest holder’’) or by any indi-
vidual treated pursuant to paragraph
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(b)(3) of this section in the same man-
ner as the interest holder. Except as
provided in paragraph (a)(2) of this sec-
tion, any termination of an individ-
ual’s rights with respect to a qualified
payment interest is a taxable event.
Thus, for example, if an individual is
treated as indirectly holding a quali-
fied payment interest held by a trust, a
taxable event occurs on the earlier of—

(i) The termination of the individ-
ual’s interest in the trust (whether by
death or otherwise), or

(ii) The termination of the trust’s in-
terest in the qualified payment inter-
est (whether by disposition or other-
wise).

(2) Exception. If, at the time of a ter-
mination of an individual’s rights with
respect to a qualified payment interest,
the value of the property would be in-
cludible in the individual’s gross estate
for Federal estate tax purposes if the
individual died immediately after the
termination, a taxable transfer does
not occur until the earlier of—

(i) The time the property would no
longer be includible in the individual’s
gross estate (other than by reason of
section 2035), or

(ii) The death of the individual.

(3) Individual treated as interest hold-
er—(i) In general. If a taxable event in-
volves the transfer of a qualified pay-
ment interest by the interest holder (or
an individual treated as the interest
holder) to an applicable family member
of the individual who made the transfer
to which section 2701 applied (other
than the spouse of the individual trans-
ferring the qualified payment interest),
the transferee applicable family mem-
ber is treated in the same manner as
the interest holder with respect to late
or unpaid qualified payments first due
after the taxable event. Thus, for ex-
ample, if an interest holder transfers
during life a qualified payment interest
to an applicable family member, that
transfer is a taxable event with respect
to the interest holder whose taxable
gifts are increased for the year of the
transfer as provided in paragraph (c) of
this section. The transferee is treated
thereafter in the same manner as the
interest holder with respect to late or
unpaid qualified payments first due
after the taxable event.
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(ii) Transfers to spouse—(A) In general.
If an interest holder (or an individual
treated as the interest holder) trans-
fers a qualified payment interest, the
transfer is not a taxable event to the
extent a marital deduction is allowed
with respect to the transfer under sec-
tions 2056, 2106(a)(3), or 2523 or, in the
case of a transfer during the individ-
ual’s lifetime, to the extent the spouse
furnishes consideration for the trans-
fer. If this exception applies, the trans-
feree spouse is treated as if he or she
were the holder of the interest from
the date the transferor spouse acquired
the interest. If the deduction for a
transfer to a spouse is allowable under
section 2056(b)(8) or 2523(g) (relating to
charitable remainder trusts), the trans-
feree spouse is treated as the holder of
the entire interest passing to the trust.

(B) Marital bequests. If the selection
of property with which a marital be-
quest is funded 1is discretionary, a
transfer of a qualified payment interest
will not be considered a transfer to the
surviving spouse unless—

(I) The marital bequest is funded
with the qualified payment interest be-
fore the due date for filing the dece-
dent’s Federal estate tax return (in-
cluding extensions actually granted)
(the ‘‘due date”’), or

(2) The executor—

(1) Files a statement with the return
indicating the extent to which the
marital bequest will be funded with the
qualified payment interest, and

(ii) Before the date that is one year
prior to the expiration of the period of
limitations on assessment of the Fed-
eral estate tax, notifies the District Di-
rector having jurisdiction over the re-
turn of the extent to which the bequest
was funded with the qualified payment
interest (or the extent to which the
qualified payment interest has been
permanently set aside for that pur-
pose).

(C) Purchase by the surviving spouse.
For purposes of this section, the pur-
chase (before the date prescribed for
filing the decedent’s estate tax return,
including extensions actually granted)
by the surviving spouse (or a trust de-
scribed in section 2056(b)(7)) of a quali-
fied payment interest held (directly or
indirectly) by the decedent imme-
diately before death is considered a
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transfer with respect to which a deduc-
tion is allowable under section 2056 or
section 2106(a)(3), but only to the ex-
tent that the deduction is allowed to
the estate. For example, assume that A
bequeaths $50,000 to A’s surviving
spouse, B, in a manner that qualifies
for deduction under section 2056, and
that subsequent to A’s death B pur-
chases a qualified payment interest
from A’s estate for $200,000, its fair
market value. The economic effect of
the transaction is the equivalent of a
bequest by A to B of the qualified pay-
ment interest, one-fourth of which
qualifies for the marital deduction.
Therefore, for purposes of this section,
one-fourth of the qualified payment in-
terest purchased by B ($50,000 + $200,000)
is considered a transfer of an interest
with respect to which a deduction is al-
lowed under 2056. If the purchase by the
surviving spouse is not made before the
due date of the decedent’s return, the
purchase of the qualified payment in-
terest will not be considered a bequest
for which a marital deduction is al-
lowed unless the executor—

(1) Files a statement with the return
indicating the qualified payment inter-
ests to be purchased by the surviving
spouse (or a trust described in section
2056(b)(7)), and

(2) Before the date that is one year
prior to the expiration of the period of
limitations on assessment of the Fed-
eral estate tax, notifies the District Di-
rector having jurisdiction over the re-
turn that the purchase of the qualified
payment interest has been made (or
that the funds necessary to purchase
the qualified payment interest have
been permanently set aside for that
purpose).

(c) Amount of increase—(1) In general.
Except as limited by paragraph (c)(6) of
this section, the amount of the in-
crease to an individual’s taxable estate
or taxable gifts is the excess, if any,
of—

(i) The sum of—

(A) The amount of qualified pay-
ments payable during the period begin-
ning on the date of the transfer to
which section 2701 applied (or, in the
case of an individual treated as the in-
terest holder, on the date the interest
of the prior interest holder terminated)
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and ending on the date of the taxable
event; and

(B) The earnings on those payments,
determined hypothetically as if each
payment were paid on its due date and
reinvested as of that date at a yield
equal to the appropriate discount rate
(as defined below); over

(ii) The sum of—

(A) The amount of the qualified pay-
ments actually paid during the same
period;

(B) The earnings on those payments,
determined hypothetically as if each
payment were reinvested as of the date
actually paid at a yield equal to the ap-
propriate discount rate; and

(C) To the extent required to prevent
double inclusion, by an amount equal
to the sum of—

(I) The portion of the fair market
value of the qualified payment interest
solely attributable to any right to re-
ceive unpaid qualified payments deter-
mined as of the date of the taxable
event;

(2) The fair market value of any eq-
uity interest in the entity received by
the individual in lieu of qualified pay-
ments and held by the individual at the
taxable event, and

(3) The amount by which the individ-
ual’s aggregate taxable gifts were in-
creased by reason of the failure of the
individual to enforce the right to re-
ceive qualified payments.

(2) Due date of qualified payments.
With respect to any qualified payment,
the ‘‘due date’’ is that date specified in
the governing instrument as the date
on which payment is to be made. If no
date is specified in the governing in-
strument, the due date is the last day
of each calendar year.

(3) Appropriate discount rate. The ap-
propriate discount rate is the discount
rate that was applied in determining
the value of the qualified payment
right at the time of the transfer to
which section 2701 applied.

(4) Application of payments. For pur-
poses of this section, any payment of
an unpaid qualified payment is applied
in satisfaction of unpaid qualified pay-
ments beginning with the earliest un-
paid qualified payment. Any payment
in excess of the total of all unpaid
qualified payments is treated as a pre-
payment of future qualified payments.
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(5) Payment. For purposes of this
paragraph (c), the transfer of a debt ob-
ligation bearing compound interest
from the due date of the payment at a
rate not less than the appropriate dis-
count rate is a qualified payment if the
term of the obligation (including ex-
tensions) does not exceed four years
from the date issued. A payment in the
form of an equity interest in the entity
is not a qualified payment. Any pay-
ment of a qualified payment made (or
treated as made) either before or dur-
ing the four-year period beginning on
the due date of the payment but before
the date of the taxable event is treated
as having been made on the due date.

(6) Limitation—(@{) In general. The
amount of the increase to an individ-
ual’s taxable estate or taxable gifts is
limited to the applicable percentage of
the excess, if any, of—

(A) The sum of—

(I) The fair market value of all out-
standing equity interests in the entity
that are subordinate to the applicable
retained interest, determined as of the
date of the taxable event without re-
gard to any accrued liability attrib-
utable to unpaid qualified payments;
and

(2) Any amounts expended by the en-
tity to redeem or otherwise acquire
any such subordinate interest during
the period beginning on the date of the
transfer to which section 2701 applied
(or, in the case of an individual treated
as an interest holder, on the date the
interest of the prior interest holder
terminated) and ending on the date of
the taxable event (reduced by any
amounts received on the resale or
issuance of any such subordinate inter-
est during the same period); over

(B) The fair market value of all out-
standing equity interests in the entity
that are subordinate to the applicable
retained interest, determined as of the
date of the transfer to which section
2701 applied (or, in the case of an indi-
vidual treated as an interest holder, on
the date the interest of the prior inter-
est holder terminated).

(ii) Computation of limitation. For pur-
poses of computing the limitation ap-
plicable under this paragraph (c)(6), the
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aggregate fair market value of the sub-
ordinate interests in the entity are de-
termined without regard to §25.2701-
3(c).

(iii) Applicable percentage. The appli-
cable percentage is determined by di-
viding the number of shares or units of
the applicable retained interest held by
the interest holder (or an individual
treated as the interest holder) on the
date of the taxable event by the total
number of such shares or units out-
standing on the same date. If an indi-
vidual holds applicable retained inter-
ests in two or more classes of interests,
the applicable percentage is equal to
the largest applicable percentage de-
termined with respect to any class. For
example, if T retains 40 percent of the
class A preferred and 60 percent of the
class B preferred in a corporation, the
applicable percentage with respect to
T’s holdings is 60 percent.

(d) Taxpayer election—(1) In general.
An interest holder (or individual treat-
ed as an interest holder) may elect to
treat as a taxable event the payment of
an unpaid qualified payment occurring
more than four years after its due date.
Under this election, the increase under
paragraph (c) of this section is deter-
mined only with respect to that pay-
ment and all previous payments for
which an election was available but not
made. Payments for which an election
applies are treated as having been paid
on their due dates for purposes of sub-
sequent taxable events. The election is
revocable only with the consent of the
Commissioner.

(2) Limitation not applicable. If a tax-
able event occurs by reason of an elec-
tion described in paragraph (d)(1) of
this section, the limitation described
in paragraph (c)(6) of this section does
not apply.

(3) Time and manner of election—(i)
Timely-filed returns. The election may
be made by attaching a statement to a
Form 709, Federal Gift Tax Return,
filed by the recipient of the qualified
payment on a timely basis for the year
in which the qualified payment is re-
ceived. In that case, the taxable event
is deemed to occur on the date the
qualified payment is received.

(ii) Election on late returns. The elec-
tion may be made by attaching a state-
ment to a Form 709, Federal Gift Tax

§25.2701-4

Return, filed by the recipient of the
qualified payment other than on a
timely basis for the year in which the
qualified payment is received. In that
case, the taxable event is deemed to
occur on the first day of the month im-
mediately preceding the month in
which the return is filed. If an election,
other than an election on a timely re-
turn, is made after the death of the in-
terest holder, the taxable event with
respect to the decedent is deemed to
occur on the later of—

(A) The date of the recipient’s death,
or

(B) The first day of the month imme-
diately preceding the month in which
the return is filed.

(iii) Requirements of statement.
statement must—

(A) Provide the name, address, and
taxpayer identification number of the
electing individual and the interest
holder, if different;

(B) Indicate that a taxable event
election is being made under paragraph
(d) of this section;

(C) Disclose the nature of the quali-
fied payment right to which the elec-
tion applies, including the due dates of
the payments, the dates the payments
were made, and the amounts of the
payments;

(D) State the name of the transferor,
the date of the transfer to which sec-
tion 2701 applied, and the discount rate
used in valuing the qualified payment
right; and

(E) State the resulting amount of in-
crease in taxable gifts.

(4) Example. The following example il-
lustrates the rules of this paragraph
(d).

Example. A holds cumulative preferred
stock that A retained in a transfer to which
section 2701 applied. No dividends were paid
in years 1 through 5 following the transfer.
In year 6, A received a qualified payment
that, pursuant to paragraph (c)(3) of this sec-
tion, is considered to be in satisfaction of the
unpaid qualified payment for year 1. No elec-
tion was made to treat that payment as a
taxable event. In year 7, A receives a quali-
fied payment that, pursuant to paragraph
(c)(4) of this section, is considered to be in
satisfaction of the unpaid qualified payment
for year 2. A elects to treat the payment in
year 7 as a taxable event. The election in-
creases A’s taxable gifts in year 7 by the
amount computed under paragraph (c) of this
section with respect to the payments due in

The
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both year 1 and year 2. For purposes of any
future taxable events, the payments with re-
spect to years 1 and 2 are treated as having
been made on their due dates.

[T.D. 8395, 57 FR 4261, Feb. 4, 1992]

§25.2701-5 Adjustments to
double taxation.

(a) Reduction of transfer tar base—(1)
In general. This section provides rules
under which an individual (the initial
transferor) making a transfer subject
to section 2701 (the initial transfer) is
entitled to reduce his or her taxable
gifts or adjusted taxable gifts (the re-
duction). The amount of the reduction
is determined under paragraph (b) of
this section. See paragraph (e) of this
section if section 2513 (split gifts) ap-
plied to the initial transfer.

(2) Federal gift tax modification. If,
during the lifetime of the initial trans-
feror, the holder of a section 2701 inter-
est (as defined in paragraph (a)(4) of
this section) transfers the interest to
or for the benefit of an individual other
than the initial transferor or an appli-
cable family member of the initial
transferor in a transfer subject to Fed-
eral estate or gift tax, the initial trans-
feror may reduce the amount on which
the initial transferor’s tentative tax is
computed under section 2502(a). The re-
duction is first applied on any gift tax
return required to be filed for the cal-
endar year in which the section 2701 in-
terest is transferred; any excess reduc-
tion is carried forward and applied in
each succeeding calendar year until the
reduction is exhausted. The amount of
the reduction that is used in a calendar
yvear is the amount of the initial trans-
feror’s taxable gifts for that year. Any
excess reduction remaining at the
death of the initial transferor may be
applied by the executor of the initial
transferor’s estate as provided under
paragraph (a)(3) of this section. See
paragraph (a)(4) of this section for the
definition of a section 2701 interest. See
§25.2701-6 for rules relating to indirect
ownership of equity interests trans-
ferred to trusts and other entities.

(3) Federal estate tax modification. Ex-
cept as otherwise provided in this para-
graph (a)(3), in determining the Fed-
eral estate tax with respect to an ini-
tial transferor, the executor of the ini-
tial transferor’s estate may reduce the

mitigate
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amount on which the decedent’s ten-
tative tax is computed under section
2001(b) (or section 2101(b)) by the
amount of the reduction (including any
excess reduction carried forward under
paragraph (a)(2) of this section). The
amount of the reduction under this
paragraph (a)(3) is limited to the
amount that results in zero Federal es-
tate tax with respect to the estate of
the initial transferor.

(4) Section 2701 interest. A section 2701
interest is an applicable retained inter-
est that was valued using the special
valuation rules of section 2701 at the
time of the initial transfer. However,
an interest is a section 2701 interest
only to the extent the transfer of that
interest effectively reduces the aggre-
gate ownership of such class of interest
by the initial transferor and applicable
family members of the initial trans-
feror below that held by such persons
at the time of the initial transfer (or
the remaining portion thereof).

(b) Amount of reduction. Except as
otherwise provided in paragraphs
(¢)(3)(iv) (pertaining to transfers of
partial interests) and (e) (pertaining to
initial split gifts) of this section, the
amount of the reduction is the lesser
of—

(1) The amount by which the initial
transferor’s taxable gifts were in-
creased as a result of the application of
section 2701 to the initial transfer; or

(2) The amount (determined under
paragraph (c) of this section) dupli-
cated in the transfer tax base at the
time of the transfer of the section 2701
interest (the duplicated amount).

(¢) Duplicated amount—(1) In general.
The duplicated amount is the amount
by which the transfer tax value of the
section 2701 interest at the time of the
subsequent transfer exceeds the value
of that interest determined under sec-
tion 2701 at the time of the initial
transfer. If, at the time of the initial
transfer, the amount allocated to the
transferred interest under §25.2701-
3(b)(3) (Step 3 of the valuation method-
ology) is less than the entire amount
available for allocation at that time,
the duplicated amount is a fraction of
the amount described in the preceding
sentence. The numerator of the frac-
tion is the amount allocated to the
transferred interest at the time of the
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